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Stapled Securities—“The Next Big Thing” 
for Income Trusts? Useful Lessons from 
the US Experience with Stapled Shares
Reuven Avi-Yonah, Tim Edgar, and Fadi Shaheen*
P r é c i s
Le ministère des Finances (« le ministère ») a présenté deux séries distinctes de mesures 
législatives qui, ensemble, visent à étouffer la demande sur le marché des fiducies de 
revenu (mais avec des conséquences différentes au chapitre du revenu). Cependant, ni la 
législation proposée ni l’actuelle Loi de l’impôt sur le revenu ne contiennent de règle visant 
la nouvelle qualification des capitaux propres. Par conséquent, les résultats fiscaux 
associés aux structures standards des fiducies de revenu et des fiducies de redevances 
peuvent encore se matérialiser avec des structures de participation directe où l’utilisation 
d’une fiducie comme mécanisme de mise en commun est éliminée et où les investisseurs 
détiennent directement une obligation spéculative à rendement élevé combinée à un 
nombre déterminé d’actions de l’émetteur. Jusqu’à maintenant, ces structures d’obligation 
spéculative étaient principalement utilisées à des fins de placement transfrontalier aux 
États-Unis pour éviter l’impôt sur le revenu des sociétés américain sans perte significative 
des attributs autres que fiscaux. Mais l’élimination des restrictions sur la détention de 
biens étrangers dans le cadre de régimes de report du revenu exonéré d’impôt, comme 
les régimes de pension agréés et les régimes enregistrée d’épargne-retraite, signifie qu’il 
y a très peu de contrainte dans la législation fiscale à l’acquisition de substituts à ces 
obligations spéculatives par cette catégorie d’investisseurs dans le contexte canadien.
L’article met en lumière l’utilisation de titres combinés (de participation et d’emprunt) 
comme structure de participation directe pour éviter l’application du traitement fiscal des 
dividendes à des structures de fiducie de revenu ciblées, comme le prévoit la dernière 
proposition législative du ministère. Les auteurs laissent entendre que le ministère devra 
probablement modifier la législation proposée pour tenir compte précisément de ces 
structures de propriété combinée. Ils montrent comment l’expérience américaine avec 
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pratique viable pour les modifications à apporter. Cependant, ce modèle législatif ne 
porterait que sur les titres combinés dans le cadre de structures intermédiaires. On a 
aussi besoin d’une certaine forme de règle de nouvelle qualification des capitaux 
propres pour tenir compte de l’utilisation de participations combinées dans des 
structures autres qu’intermédiaires pour assurer l’efficacité de la législation proposée.
A b s t r A c t
The Department of Finance (“the department”) has introduced two separate sets of 
legislation that together attempt to limit demand in the income trust market (though with 
very different revenue consequences). However, neither the proposed legislation nor the 
existing Income Tax Act contains an equity recharacterization rule. Consequently, the tax 
results associated with the standard income trust and royalty trust structures can still be 
realized with direct holding structures, in which the use of a trust as a pooling mechanism 
is eliminated and investors hold directly a combination of high-yield junk debt and a 
specified number of shares of the issuer. Until now, these junk bond structures have 
been used primarily for cross-border investment into the United States, to avoid the US 
corporate income tax without any significant loss of non-tax attributes. But the 
elimination of the foreign property holding restrictions for tax-exempt deferred income 
plans, such as registered pension plans and registered retirement savings plans, means 
that there is very little in the way of any tax-law constraint on the acquisition of direct 
junk bond substitutes by this class of investors in a domestic context.
This article highlights the use of stapled securities as a particular direct holding 
structure that could be used to avoid the application of the department’s latest 
legislative proposal, which applies dividend tax treatment to targeted income trust 
structures. The authors suggest that the department will most likely have to modify this 
draft legislation to specifically address stapled security structures. They illustrate how 
the US experience with stapled shares, and particularly the congressional legislative 
response, provides a workable template for the necessary modifications. However, this 
legislative template would only address the use of stapled securities in intermediated 
structures. Some form of equity recharacterization rule to address the use of stapled 
securities in disintermediated structures is also needed to ensure the target 
effectiveness of the draft legislation.
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	 1	 Canada,	Department	of	Finance,	News Release	2006-061,	October	31,	2006	(herein	referred	to	
as	“the	October	2006	proposals”).
	 2	 Canada,	Department	of	Finance,	News Release	2006-086,	December	21,	2006	and	the	
accompanying	draft	legislation	and	explanatory	notes	(herein	referred	to	as	“the	December	
draft	legislation”).











































































































House	of	Commons,	Taxing Income Trusts: Reconcilable or Irreconcilable Differences?	Report	of	the	
Standing	Committee	on	Finance,	39th	Parl.,	1st	sess.,	February	2007.















income trus t s truc t ure s A s A n e x A mPle 
of tA x-driven tr AnsAc tionAl substitution
The	common	feature	of	income	trust	structures	is	the	elimination	(or	substantial	
reduction)	of	the	unintegrated	portion	of	the	corporate	income	tax	by	substituting	
high-yield,	 subordinated	 junk	debt	 for	a	direct	 share	 investment	 in	an	operating	
















































Avoidance	Rule,”	in	David	G.	Duff	and	Harry	Erlichman,	eds.,	Tax Avoidance in Canada After 
Canada Trustco and Mathew	(Toronto:	Irwin	Law,	2007),	221-58	(categorizing	tax-avoidance	
transactions	as	tax-attribute	creation	transactions,	tax-attribute	trading	transactions,	and	
transactional	substitutions);	and	Michael	Brooks	and	John	Head,	“Tax	Avoidance:	In	
















	 16	 Jacquie	McNish	and	Beppi	Crosariol,	“A	Taxing	Week,”	Globe and Mail,	November	8,	2006.





































































































and	Income	Deposit	Securities”	(2004)	vol.	17,	no.	6	Journal of Taxation and Regulation of 
Financial Institutions	5-12;	Christopher	J.	Steeves,	“Income	Deposit	Securities—A	New	



























1. Common shares 2. Subordinated debt 
to create IDS






























































Analysis	of	Line	Drawing	in	the	Tax	Law”	(2000)	vol.	29,	no.	1	Journal of Legal Studies	71-97.
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suggests	that	deadweight	losses	associated	with	the	maintenance	of	boundaries	in	
the	tax	law	can	be	minimized	by	taxing	close	substitutes	consistently	in	an	effort	to	












from	 a	 non-tax	 perspective.	 Tax	 policy	 makers	 must	 therefore	 first	 identify	 the	
range	of	close	substitutes	that	can	defensibly	be	taxed	similarly.	In	addition,	tax	pol-
icy	makers	must	identify	the	range	of	alternative	transactions	that	provide	imperfect	





































corporate	 income	 tax.	This	 effective	 election	was	made	by	 adopting	 the	 income	
trust	structure,	with	the	cost	being	the	associated	transaction	costs	and	any	efficiency	
losses	attributable	to	the	private-law	attributes	of	the	structure.
























using s tA Pled securitie s to Avo id the 
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growth	element	of	the	underlying	business	through	partnership	interests	that	are	



















FIGURE 5 Stapled Version of a Standard Income Trust Structure
Trust
1. Common shares
2. Subordinated debt 




































































instrument	 may	 be	 issued	 by	 the	 trust	 or	 partnership	 itself	 or	 by	 a	 third	 party,	
FIGURE 7 Stapled REIT
REIT


























































































Exception	for	Stapled	Stock”	(2000)	vol.	28,	no.	3	Capital University Law Review	717-44,	at	719.
	 54	 See	ibid.
	 55	 HR	rep.	no.	86-2020,	(1960),	3-4,	cited	in	Wern,	supra	note	53,	at	719-20.





















































(These	 conditions	 are	 similar	 to	 those	 set	 out	 for	 REIT	 status	 under	 the	 draft	
legislation.)66
In	 the	early	1980s,	 stapled	 share	 structures	were	developed	 to	allow	REITs	 to	
carry	on	an	active	business	while	complying	with	the	prohibition	on	such	activity,	
thereby	maintaining	their	status	as	REITs	with	the	associated	flowthrough	treatment.67	








that	eliminated,	or	substantially	reduced,	 its	 taxable	 income.	The	active	business	
income	on	the	underlying	assets	of	the	stapled	corporation	would	arguably	be	con-
verted	into	qualifying	passive	income	(rent)	through	this	structure,	thereby	avoiding	
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amount	as	ordinary	 income.72	Subpart	F	 income	consists	primarily	of	passive	 in-
come73	and	sales	or	services	income	from	certain	related-party	transactions	where	




















Avoiding Withholding Tax and Retaining 
the Benefit of the DRD




































of	 the	voting	power	 in	USco.79	Forco	would	 then	acquire	 the	common	shares	of	
FIGURE 8 Stapled Structure To Avoid Subpart F
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US Congressional Reaction to Stapled Share Structures






FIGURE 9 Stapled Structure To Avoid Withholding Tax and Retain the DRD
Class B common shares stapled 





































must	 always	 be	 equitable	 owners	 of	 the	 investment	 shares	 and	 shareholders	 of	 the	












shares	in	De Coppet v. Helvering	and	were	not	subject	to	the	bank’s	creditors,	depositors,	
and	 other	 third	 parties,	 the	 Internal	 Revenue	 Service	 (IRS)	 issued	 the	 following	
ruling:
	 82	 108	F.	2d	787	(2d	Cir.	1940);	aff ’g.	38	BTA	1381	(1938):	cert.	denied,	310	US	646	(1940);	
reh’g.	denied,	311	US	725	(1940).
	 83	 Ibid.,	at	788-89	(2d	Cir.).	See	also	Moore v. Hoey,	31	F.	Supp.	478	(NY	Dist.	Ct.	1940);	and	
Commissioner of Internal Revenue v. Hagerman,	102	F.	2d	281	(3d	Cir.	1939);	aff ’g.	34	BTA	1158	
(1936).
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The	distribution	by	a	national	bank	of	the	stock	of	a	wholly-owned	subsidiary	corpor-
ation	to	a	trust	created	for	the	purpose	of	holding	the	stock	for	the	pro	rata	benefit	of	
shareholders	 of	 the	 bank	 with	 control	 vested	 in	 the	 majority	 of	 such	 shareholders	

























































provisions.	 In	general,	 IRC	 section	1563	defines	 a	 “controlled	group	of	 corpora-
tions”	as	either	a	parent-subsidiary	controlled	group	of	corporations,	a	brother-sister	
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entity;	second,	by	the	application	of	IRC	section	26996	to	disallow	deductions,	credits,	
or	other	allowances	if	the	principal	purpose	of	the	stapled	structure	is	to	secure	tax	
benefits;	 and	 third,	 through	 the	disqualification	of	a	 transaction	as	a	 tax-free	 re-
organization	where	assets	are	transferred	to	a	stapled	entity.
e x tending the dr A f t  legisl Atio n to 
A ddre ss the use o f  s tA Pled securitie s







































































































































































Junk	Bond	Era,”	in	John	B.	Shoven	and	Joel	Waldgogel,	eds.,	Debt, Taxes and Corporate 
Restructuring	(Washington,	DC:	Brookings	Institution,	1990),	135-66,	at	152.














































284  n  canadian tax journal / revue fiscale canadienne (2007) vol. 55, no 2
these	assumptions,	a	more	comprehensive	equity	recharacterization	rule	than	that	
suggested	here	would	be	required,108	along	with	expansion	of	the	concept	of	a	cor-
poration	 to	 include	a	 range	of	business	 trusts	 and	partnerships,	 especially	 in	 the	
context	of	inbound	foreign	direct	investment.109
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(1)	 IN	GENERAL.—Subsection	(a)(1)	shall	not	apply	if	 it	 is	established	to	the	
satisfaction	of	the	Secretary	that	the	domestic	corporation	and	the	foreign	corpor-
ation	referred	to	in	such	subsection	are	foreign	owned.
(2)	 FOREIGN	OWNED.—For	purposes	of	paragraph	(1),	a	corporation	is	foreign	
owned	if	less	than	50	percent	of—
(A)	 the	total	combined	voting	power	of	all	classes	of	stock	of	such	corpora-
tion	entitled	to	vote,	and
(B)	 the	total	value	of	the	stock	of	the	corporation,
is	held	directly	(or	indirectly	through	applying	paragraphs	(2)	and	(3)	of	section	
958(a)	and	paragraph	(4)	of	section	318(a))	by	United	States	persons	(as	defined	in	
section	7701(a)(30)).
